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Preface 


Small and medium size businesses constitute the country’s most dynamic source of 
new jobs. Now that the economy is advancing from recovery to.a period of new oppor- 
tunities, we must tap the full potential of this sector to contribute to job creation and 
growth. 


The government therefore proposes to reduce the complexities imposed by the special 
corporate income tax legislation for small and medium size enterprises. The proposals 
for tax simplification set out in the paper will significantly reduce paperwork and 
record-keeping. They will reinforce the purpose of the legislation, which is to provide 
tax assistance to give small firms more after-tax income for growth and expansion. 


A large part of the simplification will result from removal of the $1 million limit on 
cumulated corporate income as a condition to qualify for the tax benefit available to 
small business. The ‘cumulative deduction account’ that small business must now 
keep to qualify will no longer be required. Almost 300,000 small businesses will be 
relieved of the obligation to keep records to update this account. 


The distinction between active business income and non-qualifying business income 
will also be eliminated. 


These and other proposed changes will allow the government to reduce by two-thirds 
the existing legislation dealing specially with taxation of small business. The corpo- 
rate tax return will be appreciably shortened and simplified. Firms will make major 
savings in the cost of administration and expert services. And there will be the advan- 
tage, not to be underestimated, of removing the sheer annoyance of overly complex 
regulation which small businessmen have told me about in consultations. 


The government’s proposals are based on a full review of the small-business taxation 
system. They are the result of extensive consultations during the past year with small 
businessmen and the tax professional communities who advise them. 


Together with other budget measures affecting small business which take effect 
immediately, these proposals are an important first step in the on-going process of 
tax simplification. 


To achieve their full effect, the proposed measures will have to be matched by 
changes in tax legislation by the provinces. I have instructed my officials to meet 
with provinces soon to review the changes and I am asking my provincial counter- 
parts for their comments and their support. 


lll 


To ensure a smooth transition to the new rules and to allow adequate time for inter- 
ested groups and individuals to express their views, I am asking that comments be 
submitted to me by April 15, 1984. My intention is that the new system go into 
effect in corporate taxation years ending in the first calendar year after the legisla- 
tion is enacted by Parliament. 


lec le lone 


The Honorable Mare Lalonde 
Minister of Finance 
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Introduction 


This paper analyses the tax system applying to small business corporations and puts 
forward proposals to simplify it, including draft legislation. 


The income tax system is complicated. However, it must be recognized that some 
complexity is inevitable. Much of this complexity results from policies designed to 
encourage certain kinds of economic activity by special tax treatment. Some com- 
plexity reflects the need for precision in defining tax liabilities. Nevertheless, while 
simplicity cannot be the only criterion in formulating tax policies, it must be recog- 
nized as an important consideration which should be accorded more weight than in 
the past. 


Tax simplification is not tax reform. Change, particularly rapid or radical change, 
itself creates uncertainty and makes it difficult for taxpayers and their advisors to 
comply with the system. For this reason, the changes put forward in this paper are 
proposed within the framework of the existing system. Their purpose is not to change 
fundamentally the structure of existing small business tax incentives but rather to 
simplify their application. They are designed to facilitate both administration and 
compliance in this important area of the law. 


To be successful, simplification must be an ongoing process that both avoids introduc- 
ing new complications and removes existing ones. In the course of this process, both 
taxpayers and taxing authorities must exercise discipline. It must be recognized that 
proliferation of special treatment can lead to complexity. On the other hand, it must 
be appreciated that some changes, while desirable for other reasons such as more pre- 
cise targeting of the benefits of a tax provision, can have a cost in terms of com- 
plexity. 


Simplicity in the income tax system is important for a number of reasons. Com- 
plexity involves a real cost in both time and money. There 1s a cost in understanding, 
complying with and administering complex rules. Complexity can impede the deliv- 
ery of incentives to small businesses and reduce their effectiveness. This is more seri- 
ous for smaller businesses which are generally less able to pay for the sophisticated 
professional advice necessary to deal with a complex system. The further costs of 
delays in making business decisions can also be significant. 


Tax simplification cannot be achieved without understanding the problems of those 
affected. This paper has benefited greatly from extensive consultations with taxpay- 
ers and tax practitioners across the country. The result is a number of proposals 
which, together with other budget measures, achieve a significant reduction in com- 
plexity. They will result in less legislation, a shorter tax form, and simpler tax calcu- 
lations for small businesses. 


The proposals put forward in Section 4 of the paper have four elements: 


¢ elimination of the $1,000,000 limit on cumulative income qualifying for the 
low small business tax rate; 


e elimination of the non-qualifying business income rules; 


e simplification of the rules on personal services business, specified investment 
business and connected partnerships; 


¢ measures to simplify taxpayer compliance and to improve service to the pub- 
lic by the tax administration. 


2. Background on the Small Business Tax System 


To understand the sources of complexity in the small business tax system it is useful 
to outline the existing rules. 


The small business system has three basic parts: provisions that define eligibility for 
the low small business tax rate, provisions that separate the tax treatment of passive 
investment income from the tax treatment of business income, and provisions that 
deal with the tax treatment of corporate distributions of earnings to shareholders. 
What follows describes each of these parts in turn and provides some background on 
the evolution of the rules over time. 


Eligibility for the Low Small Business Tax Rate 


The federal tax system provides a major benefit to a large number of corporations 
through a reduced tax rate on business income. This benefit 1s commonly referred to 
as the small business deduction since it takes the form of a deduction from tax pay- 
able. It reduces the standard combined federal and provincial tax rate from 46 per 
cent to 25 per cent.” Its purpose is to provide small business corporations with more 
after-tax income for reinvestment and expansion. This tax rate reduction is available 
only to Canadian-controlled private corporations. Active business income qualifies 
while passive, investment-type income does not. 


Small business corporations eligible for the low rate account for the vast majority of 
Canadian corporations. In 1980 (the latest year for which detailed data are avail-: 
able) 181,000 corporations benefited from this low tax rate. (See Table 1) Many more 
small business corporations were potentially eligible in that year but did not benefit 
as they did not have taxable income. 


Purpose of the Low Small Business Tax Rate 


“ Tn the case of small manufacturers the standard rate is reduced from 40 per cent to 20 per cent. The actual tax 
rate varies by province because the provincial tax rates differ. 


To direct the benefits to smaller businesses, the low tax rate applies to the first 
$200,000 of business income earned by a corporation in a year if its cumulative busi- 
ness income is less than $1,000,000. For example, a corporation with annual business 
income of $50,000 and cumulative income of $100,000 obtains the low tax rate on 
$50,000 of income. However, if its cumulative business income is $975,000 it will 
obtain the low tax rate on only $25,000 of further income. Corporations must keep 
track of business income in an account called the “cumulative deduction account”’. 
Some 290,000 small business corporations reported a cumulative deduction account 
balance and thus did the calculations, even though many will never have cumulative 
income approaching the $1,000,000 limit. 


Table 1 


Corporations Affected by Various Tax Provisions, 1980 


Number Per cent of total 
(thousands) 

Total number of Canadian-controlled private corpora- 455 100 

tions 
Corporations benefiting from low small business tax 181 40 

rate 
Number who have to compute cumulative income 288 63 
Associated companies who share the benefits of the low 86 19 

tax rate 
Number with investment income 78 ie 


Note: The number of Canadian-controlled private corporations (CCPCs) who benefit from the low tax rate is less than 
the total number of CCPCs as some are non-taxable, have investment income only or do not qualify as their income 
is above the limits. 


Source: Department of Finance calculations based on a sample of corporate tax returns. 


Associated corporation rules ensure that benefits of the low tax rate cannot be multi- 
plied when there is more than one corporation within a corporate group. For 
example, where two corporations are under common control, their maximum business 
income eligible for the low tax rate in a year would be $200,000 in total, shared 
between them. Table 1 shows that in 1980 some 86,000 small business corporations 
were associated with another corporation and thus were required to do the computa- 
tions to share the benefits of the low tax rate. 


Table 2 shows that the low tax rate reduced federal taxes on small businesses by over 
$1.2 billion in 1980. On average, the corporations that benefited were well below the 
$200,000 annual and $1,000,000 cumulative limits, as their average annual income 
was about $48,000 and their average cumulative income was just over $106,000. 


The federal corporate tax system has included a low tax rate since 1949. Beginning 
in that year all corporations were permitted a tax rate of 10 per cent on the first 
$10,000 of income with a rate of 33 per cent on the remainder. At the same time the 


associated corporation rules were enacted to ensure that corporations under common 
control did not gain multiple access to the low corporate tax rate. 


Table 2 


Income and Taxes of Taxable Small Business Corporations, 1980 


Total Average per firm 


(millions of 


dollars) (dollars) 
Net income before tax 8,330 48,345 
Low tax rate savings 1,255 eno 
Federal income tax 1,110 6,455 
Cumulative deduction account balance n/a 106,055 


Note: Small business corporations are those that claimed a small business deduction in the year. Averages are for 
firms reporting the item. 


Source: Department of Finance estimates based on a sample of corporate income tax returns. 


As part of tax reform in 1972, various measures were adopted to target more pre- 
cisely the benefits of the low tax rate. The cumulative income limit was added and 
the low tax rate was restricted to Canadian-controlled private corporations. It was 
felt that the smaller private corporations which qualified for the low rate typically 
depend largely on internally-generated funds for their growth and do not have as 
ready access to capital markets as do public corporations. 


Prior to 1982, the cumulative limit for low tax rate benefits was defined in terms of 
the corporation’s retained income, that is, its income after deducting dividends paid. 
Thus corporations could remain under the $1,000,000 limit by paying dividends. 
Starting in 1982, this ability to “regenerate” eligibility for the low tax rate by pay- 
ment of dividends was removed. As a result, the total amount of income that could 
qualify for the low tax rate was limited to $1,000,000. 


The benefits of the small business deduction are also targeted in another way. Since 
1979, a special category of income called “non-qualifying business income’”’ has not 
been entitled to the low 25-per-cent small business tax rate. This type of income 1s, in 
general, income from certain professions and income earned by certain service busi- 
nesses and management service companies. Corporations with this type of income are 
subject to corporate tax at an intermediate rate of 33 % per cent. These provisions 
affected about 16,000 corporations in 1981. 


What is Non-Qualifying Business Income? 


There are three types of businesses carried on by corporations that are non-quali- 
fying businesses: 


¢ the professional practice of accountants, dentists, lawyers, doctors, veterinarians 
or chiropractors; 


¢ the provision of services if a large portion (over two-thirds) of the firm’s revenues 
comes from services provided to one client and is the result of services provided 
by major shareholders of the corporation. This type of business will be classified 
as active business, and thus be eligible for the low tax rate, if it has more than 
five full-time employees. Currently, persons who are major shareholders also 
cannot be counted as employees for purposes of this relieving provision; and 


* the provision of administrative services (such as renting office space, mainte- 
nance, bookkeeping) to a related business. 


Property Income and Business Income 


As a matter of longstanding policy, income from investments or property (for exam- 
ple, rental income, interest) and taxable capital gains are not eligible for the low tax 
rate. This income is generally taxed at the full 46-per-cent corporate tax rate. A por- 
tion of this tax is later refunded to the company when the income is distributed to 
shareholders. The purpose of this system is to prevent a significant deferral of tax by 
individuals accumulating investment income in a corporation. When the income is 
ultimately received by the shareholders the total tax approximates the amount that 
would have been payable if they had received the income directly. As of 1980, some 
78,000 corporations had investment income subject to these provisions. 


As the low tax rate applies only to business income, the tax rules must necessarily 
distinguish between this type of income and other forms of income. The rules relating 
to specified investment businesses are designed to tax this income as investment 
rather than as business income. Other rules apply to personal services business to tax 
what is essentially employment-type income at the general 46-per-cent corporate rate 
and to limit the availability of tax deductions. 


What is a peed Investment Hosa 
and a Personal Services Business? 


] “ spevilicd 4 investment basiness4 is a business whee principal purpose is to earn 
_ income from property, such as interest, dividends, rents or royalties. However, if 
there is sufficient activity, income from such business can qualify for the low tax 
rate. To qualify, the corporation must employ more than five full-time employees 
_ who are not major shareholders. 


A personal services business arises when a major shareholder ofa corporation pro-- _ 
vides services to a client firm through the corporation. As well, the circumstances __ 

must be such that, if there were no corporation, it would be reasonable to regard 

the individual as an employee of the client receiving the services. An example of 

such a situation might’ be where an individual employed in a managerial position 

ina firm instead sets up his own corporation to provide his services under contract. 
__ If the corporation has five full-time employees that are not major shareholders or __ 
_ related to major shareholders, it is able to treat this type of income as active busi- _ 
ness income, eligible for the low tax rate. 


Relation Between Corporate and Shareholder Tax 


The corporate tax cannot be considered in isolation in analyzing the small business 
tax system. The personal tax implications of corporate distributions are generally 
taken into account by small business owner/managers and their advisors. For small 
business corporations the personal and corporate tax systems have been deliberately 
designed to mesh. This is known as “integration” of corporate and personal tax. In 
taxing dividend income received by an individual, integration recognizes that such 
income has already been subject to corporate tax. A measure of equality is achieved 
between the total tax paid on income earned by the corporation and paid to a share- 
holder, and the tax that would be payable on the same amount of income if earned 
directly by the individual shareholder. 


Integration of the two systems achieves a number of desirable results in the case of 
small business corporations. 


e Double taxation of corporate-source income is avoided. 


e There is no tax incentive to incorporate a small business for the purpose of 
flowing income through the corporation to the owner/manager. 


e One form of remuneration, such as dividends, is not benefited over others 
such as salary, solely as a result of tax considerations. 


The mechanisms that achieve these results are the dividend gross-up and the divi- 
dend tax credit, both of which are part of the personal tax system, the 12 2-per-cent 
tax on dividend distributions at the corporate level and the refund of a portion of the 
corporate tax to the corporation on the distribution of investment income. Essen- 
tially, the dividend gross-up is designed to apply the shareholder’s personal tax rate 
to an amount approximating the pre-tax corporate income underlying the dividend. 


Then the dividend tax credit is provided in recognition of the tax paid at the corpo- 
rate level. It returns to shareholders an amount equivalent to a 33 ¥3-per-cent tax 
paid by the corporation. The 12 %-per-cent tax on dividend distributions provides 
equality between the amount of tax paid by the corporation and that refunded to the 
shareholder through the dividend tax credit. Table 3 illustrates the mechanics of the 
integration system in the case of business income and other types of income for a 
shareholder paying personal tax at a rate of 50 per cent. (The system is similarly 
integrated for taxpayers in other personal tax brackets.) 


Table 3 


The Mechanics of Personal and Corporate Tax Integration 


Active business Non-qualifying Investment 


income business income income 
(dollars) 
Income of corporation 100 100 100 
Corporate tax collected as income is 25 30.00 46 
earned 
Corporate tax (refund) collected when S33" - (12.66) 
distribution to shareholder occurs 
Total corporate level tax 33.33 33.33 33.33 
Cash dividend payable 66.66 66.66 66.66 
Grossed-up dividend taxable to 100 100 100 
individual 
Personal tax for a shareholder in the 50 50 50 
50-per-cent tax bracket 
Dividend tax credit to shareholder 33,33 33.33 33.33 
Total corporate and personal tax paid 50 50 50 


“) The dividend distribution tax applies at a rate of 12% per cent of the cash dividend paid. In this example, the tax 
of $8.33 is 12% per cent of the dividend of $66.66. 


In the case of active business income, the basic corporate tax rate plus the dividend 
distribution tax amounts to 33 % per cent of the corporate income. But as the latter 
is paid only when income is distributed, the lower 25-per-cent tax rate represents an 
incentive to reinvest income within the corporation. In the case of non-qualifying 
business income, the tax paid at the corporate level is 33 % per cent as the income is 


earned. Since this rate matches the dividend tax credit, there is no need in this case 
for the dividend distribution tax to apply. In the case of investment income, the tax 
at corporate level is 46 per cent but a refund is provided when the income is dis- 
tributed, which reduces the corporate level tax to 33 ¥3 per cent. In conjunction with 
the dividend tax credit this system ensures integration on investment income flowed 
through a private corporation.” In all three cases the system is designed to collect 
$33.33 of corporate tax on $100 of income by the time the income is distributed by 
the company, because that is the amount of offset provided to individual shareholders 
by the dividend tax credit. 


Starting in 1978 the dividend tax credit was increased from one-third to one-half of 
cash dividends paid. The primary purpose was to stimulate investment in corporate 
equity. Also, by bringing the taxation of dividends and capital gains more into bal- 
ance, it permitted the removal of complicated avoidance rules relating to surplus dis- 
tributions in the corporate tax system generally. 


However, since the low corporate tax rate was not increased (and there was then no 
dividend distribution tax), the increase in the dividend tax credit had the effect, in 
the case of small business corporations, of allowing the shareholder a credit for con- 
siderably more tax than the corporation would normally have paid on business 
income. In effect, the small business tax system had become unbalanced or ‘‘over- 
integrated’’. While the tax on dividends was lowered to match more closely the tax 
on capital gains in the small business sector, the combined corporate tax and the 
shareholder tax on dividends became less than the tax on wages and salaries. This 
led to a number of reactions. 


It became beneficial for individuals to flow income through a corporation rather than 
to earn it directly. It was also advantageous for owner/managers of small business cor- 
porations to receive remuneration as dividends rather than salary. Table 4 shows 
that the impact of this change was dramatic. The amount of dividends paid from 
small business corporations rose over four-fold from some $635 million in the year 
prior to the increase in the dividend tax credit to $2.9 billion by 1980. The number of 
corporations paying dividends rose significantly. 


Table 4 


Impact of Over-Integration 


1977 1978 1979 1980 


Number of small business corporations paying 30,000 54,000 80,000 101,000 
dividends 


Total dividends paid by small business 636 1,446 2,474 2,934 
corporations (millions of dollars) 


Source: Department of Finance estimates based on a sample of income tax returns. 


2) Integration also operates with respect to capital gains realized by a private corporation to allow the tax-free half to 
be distributed tax-free to shareholders and to achieve integration with respect to the taxable half. 
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There were other implications. Over-integration made it more advantageous for tax- 
payers to claim that any small amount of corporate activity constituted “‘active busi- 
ness income’’. In a number of cases the courts found the income of a corporation from 
passive investments or property could qualify as active business income and thus ben- 
efit from the low small business tax rate. As well, taxpayers who were traditionally in 
employer-employee relationships were encouraged by the tax system to incorporate. 
Many professionals who were able to incorporate their practices did so. Others 
created management companies to provide services to their practice and thus convert 
part of their professional income into business income, to be taxed at lower corporate 
rates. Many of the changes in the small business tax rules after 1977 can be traced to 
the over-integration of the tax system. These included the higher tax rate for non- 
qualifying businesses and the special treatment of incorporated employees, previ- 
ously discussed. Lastly, the tax of 12 “% per cent on dividends paid out of earnings 
that have benefited from the 25-per-cent small business tax rate was introduced in 
1982. As Table 3 shows, this has restored a degree of balance in the corporation- 
shareholder system by ensuring that the dividend tax credit is roughly matched by 
corporate tax paid on the earnings from which the dividend is paid. 


3. Complexity and Simplicity: Defining the Issue 


The April 1983 budget speech noted that tax simplification cannot be approached in 
a simplistic manner. Complexity can have different meanings for different people who 
are affected by different parts of the tax system and in different ways. To many, com- 
plexity is characterized by intricacy, lack of clarity, and the degree of inter-related- 
ness between parts of the tax system. Complexity also implies some comparison of 
the effort necessary to understand, comply with, or administer a tax provision, rela- 
tive to the results achieved. Without a thorough understanding of the sources of com- 
plexity and the reasons for it, the process of achieving a simpler tax system is 
unlikely to advance far. 


Consultations on the Issue of Tax Complexity 


In examining the issue of tax simplification for small business, consultations were 
held with a variety of groups to understand the impact and sources of complexity and 
to obtain views on how to reduce it. 


The consultative process began in July 1983 with a series of presentations by tax spe- 
cialists at a symposium on tax simplification sponsored by the Canadian Tax Foun- 
dation at the request of the Minister of Finance. In September, a similar discussion 
with tax specialists and managers of small businesses was sponsored by |’ Association 
Québécoise de Planification Fiscale et Successorale. Many of their concerns and use- 
ful suggestions focused on the structure of the small business tax legislation, the 
drafting style of the legislation and the complexity inherent in some of its concepts. 


Discussions were also held with owner/managers of small businesses. They do not 
often deal directly with the tax authorities or the law. Their expertise is in running 
their businesses, not in tax planning or tax compliance. Tax complexity usually 
affects them indirectly. First, it affects the costs they must pay for expert advice and 
the preparation of their tax returns. Second, it can mean that the tax implications of 
a wider range of business transactions have to be investigated, often requiring spe- 
cialist tax advice before proceeding. Third, complexity can impose additional compli- 
ance costs and serious inconveniences on small businesses. For example, tax provi- 
sions may require a degree of information or record-keeping that places an onerous 
burden on those affected. Or they may lead businesses to take actions that would not 
normally be part of their business procedures. Lastly, tax complexity can mean that 
those who pay the taxes — small business — cannot, even with some effort, have a full 
understanding of the purpose and broad thrust of tax provisions which have a major 
impact on their business. 


The other major group consulted was the practitioners in smaller accounting firms 
who provide tax advice and prepare tax returns for small businesses and their 
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owner/managers. Complexity affects these practitioners differently than it does the 
tax specialists of the larger firms. Their clients’ affairs tend to be simpler in structure. 
Therefore, some of the more complex provisions of the Income Tax Act may not affect 
them directly. Nevertheless, these complex provisions obscure the basic small busi- 
ness corporate tax system and lead to a concern that the practitioner may not be 
adequately advising his clients. 


All groups agree that the tax system for small business corporations 1s complex. It is 
possible to identify a number of aspects of this problem. 


Rate of Change 


The consultations revealed that a major common source of the frustration and confu- 
sion in dealing with the tax system is the rate of change. Numerous changes have 
been made to the system since its introduction in 1972, particularly in the period 
from 1978 to 1982. Change may disrupt established commercial arrangements. New 
legislation requires time to be undestood. Change can mean added costs for small 
businesses in rearranging their affairs and complying with the new provisions. 
Change can create uncertainty which is detrimental to business planning. The prob- 
lem created by change can be exacerbated if insufficient information is available on a 
timely basis. 


Simplification itself will involve some changes. Any change proposed to simplify the 
system must be justified by the benefits it produces. 


Complexity of Rules Implementing the Low Small Business Tax Rate 
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The core of any tax system is the tax legislation and associated regulations. Tax 
legislation may be complex because it is based upon concepts that are novel or dif- 
ficult to define. Other complexities may result from the intricacy or length of the 
computations required to apply some tax provision. This may obscure relevant parts 
of the rules, leading to inadvertent penalties for taxpayers. More importantly, this 
sort of complexity can hide the basic purpose of a tax provision in a welter of detail 
and thus make it hard to understand. Complexity in the legislation often leads to 
complexity in other parts of the system such as the tax forms and tax administration. 


The sheer length of the provisions compounds the problem of change. The section 
which implements most of the small business tax rules (Section 125) currently takes 
up some 1,000 lines in the Income Tax Act. As changes are made to them, more 
effort is required to trace their full implications. Many of the more complicated and 
difficult aspects of these provisions apply only in a relatively small number of circum- 
stances. Nevertheless, practitioners who attempt to use the Act in providing advice 
are confronted with the entire section. 


Not all of the rules that make up the small business tax system are equally complex, 


and some are not complex at all. But some parts do need to be altered, and changes 
are proposed. 


A persistent criticism is made of the drafting style used in the Income Tax Act. This 
criticism is not limited to the present Act nor to Canadian tax legislation. Most fiscal 
legislation is considered difficult to read. Legislative drafting effecting imposition of 
tax requires a high degree of precision that often makes for difficult comprehension. 
To some extent the drafting style cannot be divorced from the structure and concepts 
in the law. 


Any general change in drafting style could create complexity in that it would involve 
major change to established provisions and uncertainty. In most instances, adminis- 
trative interpretations and judicial interpretation of the law developed over the years 
are based on the existing words and phrases in the legislation. It would be difficult to 
alter words in the statute without risk of losing the benefit of the clarification of the 
law provided by the courts. 


It is more fruitful to simplify the provisions of the Act dealing with the taxation of 
small business by changes in the basic concepts on which the legislation is based. 
This is the method proposed in this paper. 


General Tax Provisions as They Affect Small Businesses 


For many smaller businesses and tax practitioners the small business tax rules them- 
selves are not a major source of concern. The affairs of many small business corpora- 
tions are straightforward. Many tax practitioners deal for the most part with busi- 
nesses whose affairs are not complex and they typically refer non-standard situations 
to tax specialists. For such people and for the small businesses they advise, other 
provisions of the law can pose a particular compliance burden on small businesses, for 
example by forcing them to keep detailed records that would not otherwise be 
required by the business. 


Tax Administration 


For the taxpayer, the most visible part of the system is not the income tax legislation 
but the tax forms that must be completed when the taxes are calculated and paid, 
and the steps that must be taken or records kept during the year to comply with the 
tax law. The tax administration plays a large role in the system, a role that includes 
interpreting the law, assessing tax returns, conducting audits and providing informa- 
tion to taxpayers and their advisors. 


Among many tax practitioners and small businesses, administrative problems were a 
significant concern. Difficulties can arise at all stages of the tax compliance process. 
As noted above, some tax provisions may require special record-keeping. Complicated 
legislative concepts can result in complex tax forms, with resulting errors and reas- 
sessments. Complex law may lead to confusion and uncertain application. Finally, 
administrative procedures in themselves may cause undue delay or impede the fluid 
give and take of information required for the smooth operation of the tax collection 
system. All of these issues arise in the working relationships between taxpayers and 
Revenue Canada. 
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Trade-Offs Between Simplicity and Other Tax Policy Goals 
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Not all parts of the small business tax system are complex and there are limits to the 
degree of simplicity that can be achieved. Increased simplicity can have costs as well 
as benefits. Simplicity has to be balanced against other tax policy goals. In particu- 
lar: 


e The tax system is used to serve a variety of objectives including delivery of 
incentives to particular activities to carry out economic and social policies. In 
some cases, achieving those policy objectives will complicate the tax system. 
Attempts to target incentives precisely to particular types of taxpayers or 
types of activities can increase cost effectiveness but can create complexity. 
Critics of the small business tax system must recognize that a good deal of 
the complexity occurs because the system is different, albeit more generous, 
than the general rules. 


e The tax system deals with a complicated world. Business relationships are 
immensely varied. This puts constraints on the degree of simplicity that can 
be achieved if taxpayers and their advisors are to have reasonable certainty 
as to how the law will apply in their particular case. The complicated envi- 
ronment also implies some degree of tax complexity if reasonable treatment 
is to be achieved across a wide range of different circumstances. 


e Complexity must be weighed against the number of taxpayers affected and 
their ability to deal with it. There are instances where highly detailed and 
intricate legislative provisions may be appropriate. If the circumstances 
necessitate a high degree of certainty, and those affected are few and have 
ready access to expert advice, then complex tax legislation may be tolerable. 
This is especially true if the law can be drafted with precision to provide the 
desired certainty. There may also be cases where tax legislation must be 
fairly detailed to deal with special cases but where the results at a practical 
level are generally manageable. 


e While change is a source of complexity, changes to the tax system are neces- 
sary to respond to developments in the private sector to accommodate cir- 
cumstances not previously contemplated and to ensure that the policy results 
desired by legislators are realized. Technical amendments are sometimes 
necessary to clarify rules or prevent tax avoidance. 


e It is sometimes said that the tax system is complicated because of the num- 
ber of decisions it requires or options it offers, or because of the number of fac- 
tors that must be taken into account by taxpayers and their advisors in 
reaching business decisions. It is clear that more choice can lead to more dif- 
ficult tax planning and, in some sense, greater complications. But flexibility 
is often desirable as it allows more freedom for businesses to use tax provi- 
sions in ways that suit their particular circumstances. 


Over all, the consultations and analysis of the issue reinforce the conclusion that tax 
complexity has many dimensions and tax simplification cannot be achieved by a sin- 
gle dramatic stroke. Simplification must be an ongoing process resulting from the 
accumulation of improvements in the system, some large, some small. 


4. Proposal for Simplification 


A number of causes of complexity in the small business tax system have been identi- 
fied. This section puts forward a proposal to simplify that system. 


The four major elements of the proposal are: 


¢ elimination of the $1,000,000 limit on total cumulative income eligible for 
low tax rate benefits, which eliminates the requirement for the cumulative 
deduction account; 


e elimination of the distinction between non-qualifying business income and 
active business income subject to the low tax rate, thus reducing the number 
of types of income receiving different tax treatment; 


e simplification of the legislative provisions dealing with specified investment 
businesses, personal service businesses and corporate partnerships; and 


e a-series of measures (many of them introduced in the budget to take effect 
immediately) to simplify taxpayer compliance with other general tax provi- 
sions and to improve service to the public by the tax administration. 


A draft of the proposed new legislation bearing on the principal section dealing with 
the low small business tax rate is contained in Appendix I. Appendix II shows the 
changes in the tax form that will result. The following discussion explains these pro- 
posals. 


Fewer Limits on Business Income Qualifying for the Low Tax Rate 


There are two main components of the system which limit the amount of a corpora- 
tion’s business income that qualifies for the low tax rate. These are the $200,000 
annual income limit and the $1,000,000 cumulative income limit. 


The annual limit is not complicated and is one of the key features that targets the 
benefits to small business corporations. In the absence of this limit 1t would be neces- 
sary to formulate some other definition of a small business — in all likelihood a 
detailed and complex definition. 


Originally, the purpose of the cumulative income limit and the related cumulative 
deduction account was to target the low tax rate benefits more precisely to small 
businesses. That purpose was valid. However, over the years the mechanics of com- 
puting a corporation’s cumulative income, as well as the legislation required to define 
it, have become increasingly complicated. The cumulative deduction account is now 
one of the most complex parts of the small business tax system and alone accounts for 
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a large part of the small business tax legislation. As Appendix IT shows, it requires 
about two-thirds of a page on the corporate tax form. Few small business corporations 
have cumulative income approaching the $1,000,000 total limit. Yet all of them are 
required to meet the reporting requirements for the cumulative deduction account. 
Many have to keep extensive tax records for this purpose. 


While it is clear that some mechanism is necessary to ensure that the low tax rate 
benefits are directed to small business, the additional precision achieved by the 
cumulative income limit is not justified in light of the complexity it creates. Accord- 
ingly, under the proposal the low corporate tax rate will apply annually to the first 
$200,000 of business income of all Canadian-controlled private corporations, regard- 
less of their cumulative income. Certain consequential changes to other small busi- 
ness tax incentive provisions are necessary to ensure they remain targeted to small 
business corporations. These changes are described in Appendix III. 


The removal of the total business income limit — and the cumulative deduction 
account — will have the following effects: 


e a substantial simplification of the legislation, removing a large portion of the 
small business corporation tax law; 


e asubstantial reduction in the tax reporting and year-to-year record-keeping 
required by small business corporations; and 


e substantial shortening of the corporate tax form. 


Elimination of the Non-Qualifying Business Income Rules 


The non-qualifying business income rules affect relatively few taxpayers directly but 
add much complexity to the legislation. Moreover, they require that professional 
advisers to small business — many of whom are not themselves tax specialists — be 
familiar with these provisions. Finally, the separate treatment of this income cate- 
gory was introduced prior to the enactment of the 12%-per-cent tax on dividend dis- 
tributions. The introduction of this tax allows integration to be achieved without the 
special 33 Y%3-per-cent tax rate that now applies to this category of income. It is there- 
fore proposed to remove the non-qualifying business income rules. This will leave the 
system with only two major income streams — business income and property income — 
and significantly simplify the small business tax system. What was previously non- 
qualifying business income will be treated as other active business income eligible for 
the 25-per-cent corporate tax rate. 


Simplifying Other Legislative Provisions 
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Business Income and Property Income 


The government believes that the small business tax incentive should continue to be 
restricted to business income. It is not the purpose of the incentive to provide such a 
benefit to property income or passive investment income. Analysis of judicial history 
suggests that it remains necessary to draw a legislative line between investment 


income and active business income as is done by the specified investment business 
rule. There is some room, however, to simplify the existing rules. 


The present rules provide that where the level of activity of a corporation, as mea- 
sured by the number of its employees, is above a threshold, income from property is 
recognized as income from an active business qualifying for the low tax rate. These 
rules will be simplified. Currently, it is required that more than five ‘‘arm’s length” 
persons be employed in the business for its property income to qualify. The rules 
relating to the arm’s length relationship introduce unnecessary complexity and will 
therefore be dropped. The result is that any six or more persons who are full-time 
employees of a business will allow the income to be eligible for the low tax rate. 


Incorporated Employees 


The personal service business rules deal with those situations where persons who 
would otherwise earn a salary choose to receive their remuneration through a corpo- 
ration, thereby converting employment income to business income eligible for the low 
tax rate. It is generally agreed that this is not appropriate and that rules continue to 
be needed to prevent this. Nevertheless, the relieving provisions that allow such cor- 
porations to qualify for the low tax rate (if they have a sufficient degree of activity as 
measured by employment) can be simplified. These relieving provisions again require 
that more than five full-time employees who are at arm’s length be employed in the 
business. They are identical with those respecting specified investment businesses 
and will be similarly simplified by removing the arm’s length requirement. 


Corporate Partnership Rules 


The corporate partnership rules introduced in 1979 have been the subject of some 
criticism on grounds of complexity. While some rule is needed if the possibility of one 
business entity obtaining more than one low tax rate benefit is to be avoided, these 
rules apply in a limited number of cases and the degree of complexity they add to the 
law, as they are now structured, is not necessary. Under the proposal the basic rule 
dealing with the case of companies who are members of one partnership will be 
largely unchanged. However, the more complicated part of the existing rules dealing 
with corporations who are members of several partnerships will be replaced by a gen- 
erally-worded anti-avoidance provision. 


Part VI Tax 


The benefits of the small business deduction are targeted to Canadian-controlled pri- 
vate corporations. Under the present Part VI of the Income Tax Act those corpora- 
tions that cease to be Canadian-controlled are required to refund the benefits of the 
small business deduction that had accrued over time. These rules are unduly complex 
and technically deficient. Accordingly, it has been decided to eliminate this special 
tax. In part as a consequence of this change, the definition of a Canadian-controlled 
private corporation will be amended to ensure that where a non-resident or a public 
corporation has, after the date on which this document was issued, acquired an 
option or right to acquire the control of a corporation, the corporation will not qualify 
as a Canadian-controlled private corporation. 
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Integration System and the 12 '2-per-cent Distributions Tax 


As discussed in Section 2, the 12 %-per-cent dividend distributions tax was intro- 
duced in 1981 to restore a degree of balance to the small business tax system. Achiev- 
ing a degree of integration in the taxation of corporate and shareholder incomes is 
highly desirable on economic and tax system grounds. There is little indication that 
the tax itself is complex, and its purpose is generally well understood. Since its intro- 
duction, a number of steps have been taken, substantially simplifying the tax. These 
changes have eliminated the need to track dividends through chains of corporations 
and have significantly reduced the complexity of the legislation implementing the 
tax. 


A number of alternatives to the dividend distributions tax to achieve integration have 
been suggested and considered. Raising the basic rate of corporate income tax on 
small businesses from 25 to 33 4 per cent would provide for integration in the simpl- 
est possible manner and would permit the removal of the dividend distributions tax. 
But such a measure would result in a significant increase in the tax rate on income 
reinvested in the corporation. In comparison, the current system provides a 25-per- 
cent tax rate as long as the earnings are retained in the corporation. The reduction 
in incentives for small businesses through raising the basic corporate tax rate, while 
simplifying, is not acceptable. 


Some have suggested that in lieu of the distributions tax the rate of dividend gross-up 
and tax credit be reduced either for all corporations, or only for small businesses. If 
this step were taken for all corporations, the incentive for equity investment in public 
corporations would be reduced. This would conflict with the original purpose of the 
increase in the credit in 1978 to enhance the incentive for Canadians to invest 1n 
Canadian equities. 


The option of lowering the dividend tax credit on dividends from small private corpo- 
rations has also been considered. Such a measure would be very complicated and 
would pose serious transition difficulties. Shareholders would have to distinguish 
between dividends paid from sources eligible for the higher credit, such as public com- 
panies, and dividends subject to the lower credit. On balance, the dividend distribu- 
tions tax appears to be the simplest way to achieve integration, without compromis- 
ing the basic objective of the small business deduction. Therefore, this tax is being 
retained in its present form. 


A More Responsive Tax Administration and Easier Taxpayer Compliance 
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A number of commentators have raised the issue of the complexity arising from tax 
administrative practices. To a great extent the complexity of tax administration is a 
reflection of the complexity of the tax legislation. The measures proposed in this 
paper to simplify these rules should simplify the administration. As well, additional 
resources are being allocated within Revenue Canada, Taxation, to upgrade service 
to the public. This will reduce delays in processing returns, permit a faster response 
to taxpayer requests for tax adjustments (and thus less need to file appeals), and 
improve telephone service. A further result will be a reduction in the number of errors 


in assessment notices. Revenue Canada will also be expanding its computer facilities 
over the next two years to enable staff in the district offices to better service the 
public. 


Lastly, a number of companies are developing software packages for the preparation 
of both corporate and individual tax returns on microcomputers. These programs are 
designed for use by tax preparers or taxpayers themselves and should facilitate 
preparation of returns as well as improve their accuracy. To facilitate the effective use 
of these programs, Revenue Canada has been working actively with these companies, 
modifying forms and schedules to enable them to be printed by microcomputers. 


The budget also proposes a number of changes that apply generally but which will 
significantly aid small businesses. A number of these changes respond directly to con- 
cerns expressed during consultations on small business tax simplification. 


It is proposed that the interest on late or deficient tax instalments otherwise payable 
by an individual or corporation will not be charged if the amount of interest is less 
than $25. This change will be of benefit to some 10,000 to 15,000 firms and approxi- 
mately 50,000 individuals. For corporations, the measure will be most beneficial to 
small businesses, with firms eligible for the small business deduction obtaining 
approximately 80 per cent of the benefits. 


It is also proposed that where a corporation has federal income tax payable of less 
than $1,000 in the previous or current year, it will not be required to make instal- 
ment payments during the year. This new rule for corporations will parallel one for 
individuals. Some 44,000 of the 55,000 firms benefiting from this change will be 
small business corporations. 


There should be significant savings in terms of reduced compliance costs for taxpay- 
ers. Tax practitioners serving small business clients are also likely to be relieved of 
time-consuming work in determining the cause of minor deficiencies in instalment 
payments. 


In the case of employees having personal use of a company car, the budget proposes a 
new simplified option for reporting taxable benefits related to operating costs paid for 
by the employer. An option will allow one per cent per month of the capital cost of 
the automobile (or one-third of the lease cost in the case of leased automobiles) to be 
reported as a taxable benefit in lieu of reporting the actual amount of operating 
expenses paid for by the employer. As is already the case for the automobile standby 
charge, if personal use is less than 1,000 kilometres per month, the taxable benefit 
related to operating expenses may be reduced proportionately, at the option of the 
employee, to reflect actual personal use. For individuals who find a full detailed cal- 
culation of the benefit from employer-paid operating expenses to be preferable, the 
existing treatment will continue to be available. The proposal will relieve many 
employees from the need to keep logs of distances driven and will give all employees 
with personal-use cars the opportunity to avoid having to keep detailed records. It 
will also mean that employers in companies where the employees choose the new 
option will not be required to do individual allocations of the operating costs in order 
to compute the taxable benefit for each employee. 
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3». Results and Impact 


In summary, the proposed changes to the small business tax system will have a num- 
ber of important results. They will: 


e reduce by over two-thirds the amount of the legislation relating to the low tax 
rate for small business; 


¢ simplify and shorten the corporate income tax form; 
e reduce the number of special concepts; 


e reduce the amount of information to be tracked from year to year and among 
corporations; 


e provide increased access to tax savings for growing small businesses; and 


e reduce the burden of administration and compliance costs for small busi- 
nesses. 


The federal revenue cost of the measures in their first full year will be approximately 
$150 million. 


Concern has been expressed that the small business tax system is too complicated. It 
is complicated, but 1t can be simplified. While there are limits to the degree of sim- 
plification that can be achieved, simplicity does have to be a major factor in the 
design and implementation of tax measures. The proposals in this paper address that 
concern. They will simplify significantly the income tax rules and tax compliance for 
small businesses and their advisors. The proposals have resulted from consultations 
with many people affected by the small business income tax system. They are a 
major step in an ongoing process of simplification. 
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Appendix I 


Small Business 
Deduction 


Proposed 
Legislation 


Existing 
Legislation 


This Appendix sets out the existing and proposed Section 125 of the Income Tax Act. Section 
125 implements the low small business tax rate and contains such concepts as personal ser- 
vices business and specified investment business. The side-by-side comparison presented indi- 
cates the major reduction in Section 125 that will result from the adoption of the proposals set 


out in this paper. 


125. (1) There may be deducted from 
the tax otherwise payable under this Part 
for a taxation year by a corporation that 
was, throughout the year, a Canadian- 
controlled private corporation, an amount 
equal to 21% of the least of 


(a) the amount, if any, by which the 
aggregate of 


(i) the aggregate of all amounts each 
of which is the income of the corpora- 
tion for the year from an active busi- 
ness carried on in Canada (other 
than the income of the corporation 
for the year from a business carried 
on by it as a member of a partner- 
ship), and 


(ii) the specified partnership income 
of the corporation for the year 


exceeds the aggregate of 


(iii) the aggregate of all amounts 
each of which is a loss of the corpora- 
tion for the year from an active busi- 
ness carried on in Canada (other 
than a loss of the corporation for the 
year from a business carried on by it 
as a member of a partnership), and 


(iv) the specified partnership loss of 
the corporation for the year, 
(b) the amount, if any, by which the 
corporation’s taxable income for the 
year exceeds the aggregate of 


(i) 10/4 of the aggregate of amounts 
deducted under subsection 126(1) 
from the tax for the year otherwise 
payable by it under this Part, and 


(11) 2 times the aggregate of amounts 
deducted under subsection 126(2) 


125. (1) There may be deducted from 
the tax otherwise payable under this Part 
for a taxation year by a corporation (other 
than a corporation that carried on a non- 
qualifying business in Canada in the year) 
that was, throughout the year, a Canadi- 
an-controlled private corporation, an 
amount equal to 21% of the least of 


(a) the amount, if any, by which the 
aggregate of 


(i) the aggregate of all amounts each 
of which is the income of the corpora- 
tion for the year from an active busi- 
ness carried on in Canada other than 
the income of the corporation from a 
business carried on by it as a member 
of a partnership, 


(1) the aggregate of all amounts each 
of which is an amount in respect of a 
partnership of which the corporation 
was a member (other than a partner- 
ship to which it was joined in the 
year) equal to the lesser of 


(A) for each fiscal period of the 
partnership coinciding with or 
ending in the year, the corpora- 
tion’s income from an active busi- 
ness carried on in Canada by it as 
a member of the partnership, and 


(B) the specified limit of the corpo- 
ration for the year in respect of the 
partnership, and 


(1) the aggregate of all amounts 
each of which is an amount in respect 
of a group of connected partnerships 
to which the corporation was joined 
in the year equal to the lesser of 
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Proposed 


from the tax for the year otherwise 
payable by it under this Part, and 
(c) the corporation’s business limit for 
the year. 


Existing 


(A) the amount, if any, by which 
(I) the aggregate of all amounts 
each of which is an amount in 
respect of a partnership in the 
group for a fiscal period of the 
partnership coinciding with or 
ending in the year, equal to the 
corporation’s income from an 
active business carried on in 
Canada by it as a member of 
the partnership 

exceeds 
(II) the aggregate of all amounts 
each of which is an amount in 
respect of a partnership in the 
group for a fiscal period of the 
partnership coinciding with or 
ending in the year, equal to the 
corporation’s loss from an active 
business carried on in Canada 
by it as a member of the part- 
nership, and 

(B) the specified limit of the corpo- 

ration for the year in respect of the 

group of connected partnerships 


exceeds the aggregate of 


(iv) the aggregate of all amounts 
each of which is a loss of the corpora- 
tion for the year from an active busi- 
ness carried on in Canada (other 
than a loss from a business carried on 
by it as a member of a partnership to 
which it was joined in the year), and 


(v) the aggregate of all amounts each 
of which is an amount in respect of a 
group of connected partnerships to 
which the corporation was joined in 
the year equal to the amount, if any, 
by which the amount determined in 
respect of the corporation for the year 
under subclause (iiXAXII) exceeds 
the amount determined in respect of 
the corporation for the year under 
subclause (111X AX), 


(b) the amount, if any, by which the 
corporation’s taxable income for the 
year exceeds the aggregate of 


Proposed 


Existing 
(i) 10/4 of the aggregate of amounts 
deducted under subsection 126(1) 
from the tax for the year otherwise 
payable by it under this Part, and 


(11) 2 times the aggregate of amounts 
deducted under subsection 126(2) 
from the tax for the year otherwise 
payable by it under this Part, 


(c) the corporation’s business limit for 
the year, and 


(d) the amount, if any, by which the 
corporation’s total business limit for the 
year exceeds its cumulative deduction 
account at the end of the immediately 
preceding taxation year. 

(1.1) There may be deducted from the 
tax otherwise payable under this Part for 
a taxation year by a corporation that was, 
throughout the year, a Canadian-con- 
trolled private corporation and that car- 
ried on a _non-qualifying business in 
Canada in the year, an amount equal to 
12° % of the lesser of 


(a) the amount, if any, by which the 
aggregate of 


(i) the aggregate of all amounts each 
of which is the income of the corpora- 
tion for the year from a_ business 
carried on in Canada that is an 
active business or a non-qualifying 
business other than the income of the 
corporation from a business carried 
on by it as a member of a 
partnership, 


(11) the aggregate of all amounts each 
of which is an amount in respect of a 
partnership of which the corporation 
was a member (other than a partner- 
ship to which it was joined in the 
DY, equal to the lesser of 
(A) for each fiscal period of the 
partnership coinciding with or 
ending in the year, the corpora- 
tion’s income from an active busi- 
ness or a non-qualifying business 
carried on in Canada by it as a 
member of the partnership, and 
(B) the specified limit of the corpo- 
ration for the year in respect of the 
partnership, and 


Idem 
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Proposed 


Existing 
(iii) the aggregate of all amounts 
each of which is an amount in respect 
of a group of connected partnerships 
to which the corporation was joined 
in the year equal to the lesser of 
(A) the amount, if any, by which 
(I) the aggregate of all amounts 
each of which is an amount in 
respect of a partnership in the 
group for a fiscal period of the 
partnership coinciding with or 
ending in the year, equal to the 
corporation’s income from a 
business that is an active busi- 
ness or a non-qualifying business 
carried on in Canada by it as a 
member of the partnership 
exceeds 
(II) the aggregate of all amounts 
each of which is an amount in 
respect of a partnership in the 
group for a fiscal period of the 
partnership coinciding with or 
ending in the year, equal to the 
corporation’s loss from a busi- 
ness that is an active business or 
a non-qualifying business carried 
on in Canada by it as a member 
of the partnership, and 
(B) the specified limit of the corpo- 
ration for the year in respect of the 
group of connected partnerships 


exceeds the aggregate of 


(iv) the aggregate of all amounts 
each of which is a loss of the corpora- 
tion for the year from a business that 
is an active business or a non-qualify- 
ing business carried on in Canada 
(other than a loss from a_ business 
carried on by it as a member of a 
partnership to which it was joined in 
the year), and 


(v) the aggregate of all amounts each 
of which is an amount in respect of a 
group of connected partnerships to 
which the corporation was joined in 
the year equal to the amount, if any, 


Amount of 
“business limit” 


Associated 
corporations 


Proposed 


(2) For the purposes of this section, a 
corporation’s “‘business limit” for a taxa- 
tion year is $200,000 unless the corpora- 
tion is associated in the year with one or 
more other Canadian-controlled private 
corporations in which case, except as 
otherwise provided in this section, its busi- 
ness limit for the year is nil. 


(3) Notwithstanding subsection (2), if all 
of the Canadian-controlled private corpo- 
rations of a group that are associated with 
each other in a taxation year have filed 
with the Minister in prescribed form an 
agreement whereby, for the purposes of 
this section, they allocate an amount to 
one or more of them for the taxation year 
and the amount so allocated or the aggre- 
gate of the amounts so allocated, as the 
case may be, is $200,000, the business 
limit for the year of each of the corpora- 
tions is the amount so allocated to it. 


Existing 


by which the amount determined in 
respect of the corporation for the year 
under subclause (iiXAXII) exceeds 
the amount determined in respect of 
the corporation for the year under 
subclause (1X AX1); and 
(b) the least of the amounts that would 
be determined under paragraphs (1X0), 
(c) and (d) in respect of the corporation 
for the year if subsection (1) applied to 
the corporation in respect of the year. 


(2) For the purposes of this section, 


(a) a corporation’s “business limit’ for 
a taxation year is $200,000, and 


(b) its “total business limit” for a taxa- 

tion year is $1,000,000, 
unless the corporation is a member of an 
associated group in the year, in which 
case, except as otherwise provided in this 
section, its business limit for the year is nil 
and its total business limit for the year is 
nil. 


(3) Notwithstanding subsection (2), if 

(a) all of the members of an associated 
group in a taxation year have filed with 
the Minister in prescribed form an 
agreement whereby, for the purposes of 
this section, 


(i) they allocate an amount to one or 
more of the members for the taxation 
year and the amount so allocated or 
the aggregate of the amounts so 
allocated, as the case may be, 1s 
$200,000, and 


(11) they allocate an amount to one or 
more of the members for the taxation 
year and the aggregate of the 
amounts so allocated, as the case 
may be, is $1,000,000, and 
(b) the amount allocated under sub- 
paragraph (aXii) to each member for the 
taxation year is not less than that mem- 
ber’s cumulative deduction account at 
the end of the immediately preceding 
taxation year, 


Amount of 
business limit 
and total 
business limit 


Associated 
corporations 
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(4) If any of the Canadian-controlled 
private corporations of a group that are 
associated with each other in a taxation 
year has failed to file with the Minister an 
agreement as contemplated by subsection 
(3) within 30 days after notice in writing 
by the Minister has been forwarded to 
any of them that such an agreement is 
required for the purpose of any assessment 
of tax under this Part, the Minister shall, 
for the purpose of this section, allocate an 
amount to one or more of them for the 
taxation year, which amount or the aggre- 
gate of which amounts, as the case may 
be, shall equal $200,000, and in any such 
case, notwithstanding subsection (2), the 
business limit for the year of each of the 
corporations is the amount so allocated to 
1t. 


(5) Notwithstanding any other provision 
of this section, 


(a) where a Canadian-controlled private 
corporation has two taxation years 
ending in the same calendar year and is 
associated in each of those taxation 
years with another Canadian-controlled 
private corporation that has only one 
taxation year ending in the calendar 


Existing 


the business limit for the year of each 
member to whom amounts have been 
allocated under subparagraphs (aXi) and 
(ii) is the amount so allocated to the 
member under subparagraph (aXi) and the 
total business limit for the year of each 
member to whom amounts have been so 
allocated is the amount so allocated to the 
member under subparagraph (a\X11). 


(4) If any member of an associated 
group in a taxation year has failed to file 
with the Minister an agreement as con- 
templated by subsection (3) within 30 
days after notice in writing by the Minis- 
ter has been forwarded to any of them 
that such an agreement is required for the 
purpose of any assessment of tax under 
this Part, the Minister shall, for the pur- 
pose of this section, 


(a) allocate an amount to one or more 
of the members for the taxation year, 
which amount or the aggregate of which 
amounts, as the case may be, shall 
equal $200,000, and 


(b) allocate an amount to one or more 
of the members for the taxation year, 
which amount or the aggregate of which 
amounts, as the case may be, shall 
equal $1,000,000, 
and in any such case, notwithstanding 
subsection (2), the business limit for the 
year of each member is the amount so 
allocated to the member under paragraph 
(a) and the total business limit for the 
year of each member is the amount so 
allocated to the member under paragraph 


(0). 


(5) Notwithstanding anything in this 
section, where a Canadian-controlled pri- 
vate corporation has 2 taxation years 
ending in the same calendar year (other- 
wise than by reason of a change made in 
the usual and accepted fiscal period of the 
corporation) and is associated in each of 
those taxation years with a member of an 
associated group that has only one taxa- 
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(Subsection (6) 
replaces 
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subsections (13) 
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provisions 
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year, the business limit of the first-men- 
tioned corporation under this Part for 
the second taxation year ending in the 
calendar year is nil, and 


(b) where a Canadian-controlled private 
corporation has a taxation year that is 
less than 51 weeks, its business limit for 
the year is that proportion of its busi- 
ness limit for the year determined with- 
out reference to this paragraph that the 
number of days in the year is of 365. 


(6) Notwithstanding any other provision 
of this section, where in a taxation year a 
corporation is a member of a particular 
partnership and in the year the corpora- 
tion or a corporation with which it is 
associated in the year is a member of 
another partnership and it may reason- 
ably be concluded that 


(a) the separate existence of the part- 
nerships is not solely for the purpose of 
carrying on the businesses of the part- 
nerships in the most effective manner, 
and 


(b) one of the main reasons for the sepa- 
rate existence of the partnerships is to 
increase the amount of a deduction of 
any corporation under subsection (1), 


the specified partnership income of the 
corporation for the year shall, for the pur- 
poses of this section, be computed as if all 
amounts each of which is the income of 
one of the partnerships for a fiscal period 
ending in the year from an active business 
carried on in Canada were nil except for 
the greatest of such amounts. 


(7) In this section and section 129, 


(a) ‘‘active business”? carried on by a 
corporation means any business carried 
on by the corporation other than a 
specified investment business or a per- 
sonal services business; 

(b) “Canadian-controlled private corpo- 
ration” means a private corporation 
that is a Canadian corporation other 
than a corporation controlled, directly 


Existing 


tion year ending in the calendar year, the 
business limit of the corporation under 
this Part for the second taxation year 
ending in the calendar year is nil. 


(6) In this section and section 129, 


(a) ‘‘Canadian-controlled private corpo- 
ration’? means a private corporation 
that is a Canadian corporation other 
than a corporation controlled, directly 
or indirectly in any manner whatever, 
by one or more non-resident persons, by 
one or more public corporations (other 
than a prescribed venture capital corpo- 
ration) or by any combination thereof; 
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or indirectly in any manner whatever, 
by one or more non-resident persons, by 
one or more public corporations (other 
than a prescribed venture capital corpo- 
ration) or by any combination thereof; 


(c) “income of the corporation for the 
year from an active business”? means 
the income of the corporation for the 
year from an active business carried on 
by 1t in the year, including any income 
for the year pertaining to or incident to 
that business and amounts deemed by 
subsection 129(6) to be income for the 
year from an active business, but does 
not include income for the year from a 
source in Canada that is a property 
(within the meaning assigned by subsec- 
tion 129(4.1)); 


(d) “‘personal services business”’ carried 
on by a corporation in a taxation year 
means a business of providing services 
where 


(i) an individual who performs ser- 
vices on behalf of the corporation (in 
this paragraph and _ paragraphs 
8(3Xa.1) and 18(1Xp) referred to as an 
‘incorporated employee’’), or 


(11) any person related to the incorpo- 
rated employee 


is a specified shareholder of the corpora- 
tion and the incorporated employee 
would reasonably be regarded as an 
officer or employee of the person or 
partnership to which the services were 
provided but for the existence of the 
corporation, unless 


(111) the corporation employs in the 
business throughout the year more 
than five full-time employees, or 


(iv) the amount paid or payable to 
the corporation in the year for the 
services 1s received or receivable by it 
from a corporation with which it was 
associated in the year; 


(e) “specified investment business”’ car- 
ried on by a corporation in a taxation 


Existing 


(b) ‘cumulative deduction account” of a 
corporation at the end of any taxation 
year means the amount, if any, by 
which the aggregate of 


(i) the  corporation’s cumulative 
deduction account at the end of the 
immediately preceding taxation year 
computed without reference to sub- 
section (8.1), 


(11) the amount, if any, by which the 
corporation’s taxable income for the 
taxation year exceeds 4 times the 
least of the amounts determined 
under subparagraphs 129(3XaXi) to 
(iv) in respect of the corporation for 
the year, 


(iu) the aggregate of 

(A) 4/3 of the amount, if any, by 

which 
(I) the aggregate of all amounts 
each of which is a_ dividend 
(other than the portion thereof 
referred to in subclause (BXI)) 
that was deductible under sec- 
tion 112 or subsection 113(1) 
from the corporation’s income 
for the year 

exceeds 
(II) 4 times the amount of the 
tax under Part IV that would be 
payable by the corporation for 
the year on the assumption that 
no amount was claimed by the 
corporation for the year under 
paragraph 186(1Xc) or (d) (other 
than the part thereof referred to 
in subclause (BXII)), and 

(B) 3/2 of the amount, if any, by 

which 
(I) the aggregate of all amounts 
each of which is the portion of a 
dividend that was deductible 
under section 112 from the cor- 
poration’s income for the year 
and on which tax under Part II 
can reasonably be considered to 
be payable by the corporation 


“Cumulative 
deduction 
account” 
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year means a business (other than a 
business carried on by a credit union or 
a business of leasing property other 
than real property) the principal pur- 
pose of which is to derive income from 
property (including interest, dividends, 
rents or royalties) unless 


(1) the corporation employs in the 
business throughout the year more 
than five full-time employees, or 


(11) in the course of carrying on an 
active business any other corporation 
associated with it provides manageri- 
al, administrative, financial, mainte- 
nance or other similar services to the 
corporation in the year and the cor- 
poration could reasonably be expect- 
ed to require more than five full-time 
employees if those services had not 
been provided; 


Ginn (f) “specified partnership income”’ of a 
partnership . 3 
income” corporation for a taxation year means 


the aggregate of 


(i) the aggregate of all amounts each 
of which is an amount in respect of a 
partnership of which the corporation 
was a member in the year equal to 
the lesser of 
(A) the aggregate of all amounts 
each of which is the corporation’s 
share of the income (determined 1n 
accordance with subdivision j of 
Division B) of the partnership for a 
fiscal period ending in the year 
from an active business carried on 
in Canada by it as a member of 
the partnership, and 
(B) that proportion of $200,000 
that 
(1) the amount determined under 
clause (A) 
is of 
(II) the aggregate of all amounts 
each of which is the income of 
the partnership for a fiscal 
period referred to in clause (A) 


Existing 


from which the dividend was 
received 
exceeds 

(II) an amount not exceeding 4 
times such part of the amount of 
the tax under Part IV that 
would be payable by the corpo- 
ration for the year on the 
assumption referred to in sub- 
clause (AXII) as may be claimed 
by the corporation, 


(111.1) where the year is its first taxa- 
tion year ending after 1982, the 
amount, if any, of the prescribed 
addition to the cumulative deduction 
account of the corporation, and 


(111.2) the aggregate of all amounts 
each of which is an amount required 
to be added to the amount of the 
cumulative deduction account of the 
corporation at the end of the year 
under subsection (8.4) 


exceeds the aggregate of 


(iv) the aggregate of 

(A) 4/3 of the lesser of 
(1) the aggregate of all amounts 
each of which is a qualifying 
taxable dividend, paid by the 
corporation in the year, and 
(II) the aggregate of all amounts 
each of which is a taxable divi- 
dend paid in the year by the 
corporation to another member 
of an associated group to which 
the corporation belongs, other 
than the portion of any such 
dividend on which tax under 
Part I] was paid by the corpora- 
tion, and 

(B) 3/2 of the amount, if any, by 

which 
(I) the aggregate of all amounts 
each of which is a qualifying 
taxable dividend paid by the 
corporation in the year 

exceeds 
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from an active business carried 
on in Canada, and 


(ii) the lesser of 
(A) the aggregate of the _ loss 
amounts determined in respect of 
the corporation for the year under 
subparagraphs (1XaXiu) and (iv), 
and 
(B) the aggregate of all amounts 
each of which is an amount in 
respect of a partnership of which 
the corporation was a member in 
the year equal to the amount, if 
any, by which 
(I) the amount determined in 
respect of the partnership for the 
year under clause (iX A) 
exceeds ; 
(II) the amount determined in 
respect of the partnership for the 
year under clause (iXB); and 


(g) “specified partnership loss’’ of a cor- 
poration for a taxation year means the 
aggregate of all amounts each of which 
is an amount in respect of a partnership 
of which the corporation was a member 
in the year equal to the corporation’s 
share of a loss (determined in accord- 
ance with subdivision j of Division B) of 
the partnership for a fiscal period 
ending in the year from an active busi- 
ness carried on in Canada by it as a 
member of the partnership. 


Existing 


(II) 3/4 of the amount deter- 
mined under clause (A), 


(iv.1) where the year is its first taxa- 
tion year ending after 1982, the 
amount, if any, of the prescribed 
reduction in the cumulative deduc- 
tion account of the corporation, and 


(iv.2) the aggregate of all amounts 
each of which is an amount required 
to be deducted in computing the 
cumulative deduction account of the 
corporation at the end of the year 
under subsection (8.5); 
(c) “qualifying taxable dividends paid” 
by a corporation in a taxation year 
means, where the corporation was in 
the year a member of an associated 
group, the taxable dividends paid in the 
year by the corporation to another 
member of the group (in this paragraph 
referred to as the “recipient’’), other 
than the portion of any such dividend 
on which tax under Part IV would be 
payable by the recipient if it is assumed 
that no amount was claimed by the 
recipient for the year under paragraph 
186(1Xc) or (d) for any year commencing 
after March 1983; 
(d) ‘‘active business’ carried on by a 
corporation in a taxation year means 
the business of manufacturing or pro- 
cessing property for sale or lease, 
mining, operating an oil or gas well, 
prospecting, exploring or drilling for 
natural resources, construction, logging, 
farming, fishing, selling property as a 
principal, transportation or any other 
business carried on by the corporation 
other than a specified investment busi- 
ness, a non-qualifying business or a per- 
sonal services business; 
(e) “income of the corporation for the 
year from an active business”? means 
the income of the corporation from an 
active business carried on by it, includ- 
ing any income pertaining to or inci- 
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dent to that business and amounts 
deemed by subsection 129(6) to be 
income from an active business, but 
does not include income for the year 
from a source in Canada that is a prop- 
erty (within the meaning assigned by 
subsection 129(4.1)); 

(f) ““non-qualifying business” carried on 
by a corporation in a taxation year 
means 


(1) the professional practice of an 
accountant, dentist, lawyer, medical 
doctor, veterinarian or chiropractor, 


(11) a business of providing services if 
more than 66 2/3% of the gross reve- 
nue for the year of that business 
derived from services 
(A) is derived from services pro- 
vided to, or performed for or on 
behalf of, one entity, and 
(B) can reasonably be attributed 
to services performed by persons 
who are specified shareholders of 
the corporation or persons related 
thereto 


unless the corporation employs in the 
business throughout the year more 
than five full-time employees who are 
not specified shareholders of the cor- 
poration or persons related thereto, 
or 
(111) a business the principal purpose 
of which is to provide managerial, 
administrative, financial, mainte- 
nance or other similar services, to 
lease property (other than real prop- 
erty), or to provide any such services 
and to lease property (other than real 
property), to one or more businesses 
connected at any time in the year 
with the corporation, 

but does not include a personal services 

business; 

(g) “income of the corporation for the 

year’ from a non-qualifying business 

means the income of the corporation 


“Non-qualifying 
business”’ 
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from a non-qualifying business carried 
on by it, including any income pertain- 
ing to or incident to that business and 
amounts deemed by subsection 129(6) 
to be income from a non-qualifying 
business, but does not include income 
for the year from a source in Canada 
that is a property (within the meaning 
assigned by subsection 129(4.1)); 

(g.1) “personal services business’ car- 
ried on by a corporation in a taxation 
year means a business of providing ser- 
vices where 


(i) an individual who performs ser- 
vices on behalf of the corporation (in 
this paragraph and _ paragraphs 
8(3Xa.1) and 18(1Xp) referred to as an 
“incorporated employee’’), or 


(11) any person related to the incorpo- 

rated employee 
is a specified shareholder of the corpora- 
tion and the incorporated employee 
would reasonably be regarded as an 
officer or employee of the entity to 
which the services were provided but for 
the existence of the corporation, unless 


(11) the corporation employs in the 
business throughout the year more 
than five full-time employees who are 
not specified shareholders of the cor- 
poration or who are not related to 
any specified shareholder of the cor- 
poration, or 


(iv) the amount paid or payable to 
the corporation in the year for the 
services 1s received or receivable by it 
from a corporation with which it was 
associated in the year; 


(h) “specified investment business”’ car- 
ried on by a corporation in a taxation 
year means a business (other than a 
business carried on by a credit union or 
a business of leasing property other 
than real property) the principal pur- 
pose of which is to derive income from 
property (including interest, dividends, 


“Personal 
services 

: ” 
business 


“Specified 
investment 
business” 


Proposed 


Existing 


rents or royalties), unless the corpora- 
tion employs in the business throughout 
the year more than five full-time 
employees who are not specified share- 
holders of the corporation or persons 
related thereto; 


(7) “specified limit” of a corporation for 
a taxation year 


(i) in respect of a partnership of 

which it was a member (other than a 

partnership to which the corporation 

was joined in the year) means that 

proportion of $200,000 that 
(A) the aggregate of all amounts 
each of which is the corporation’s 
share of the income (determined in 
accordance with subdivision }) of 
the partnership for a fiscal period 
of the partnership ending in or 
coinciding with the year from an 
active business carried on by it in 
Canada as a member of the 
partnership 

is of 
(B) the aggregate of all amounts 
each of which is the income of the 
partnership from an active busi- 
ness carried on in Canada for a 
fiscal period of the partnership 
ending in or coinciding with the 
year, 


except that where the corporation 
carried on a non-qualifying business 
in the year, the references in this 
subparagraph to “active business” 
shall be read as references to “‘active 
business or a non-qualifying busi- 
ness”’, and 


(ii) in respect of a group of connected 
partnerships means that proportion 
of $200,000 that 
(A) the amount, if any, deter- 
mined in respect of the corporation 
for the year under clause 
(1XaXiiiXA) in respect of the group 
if the reference therein to the ‘‘cor- 
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poration’s income” were read as a 
reference to ‘the corporation’s 
share of the income (determined in 
accordance with subdivision 4)’ 
and the reference therein to “the 
corporation’s loss’? were read as a 
reference to “the corporation’s 
share of the loss (determined in 
accordance with subdivision })”’ 
is of 
(B) the amount, if any, by which 
(1) the aggregate of all amounts 
each of which is the income of a 
partnership in the group from an 
active business carried on in 
Canada for a fiscal period of the 
partnership ending in or coincid- 
ing with the year 
exceeds 
(II) the aggregate of all amounts 
each of which is a loss of a part- 
nership in the group from an 
active business carried on in 
Canada for a fiscal period of the 
partnership ending in or coincid- 
ing with the year, 
except that where the corporation 
carried on a non-qualifying busi- 
ness in the year, the references in 
this subparagraph to ‘‘active busi- 
ness’’ shall be read as references to 
“active business or a non-qualify- 
ing business”’ and the reference in 
clause (A) to “clause (1XaXanXA)” 
shall be read as a reference to 
“clause (1.1XaXauXA)’; 
(j) “income or loss of a partnership’’ for 
a fiscal period from a business carried 
on in Canada means the aggregate of 
all amounts each of which is the share 
of the income or loss (determined in 
accordance with subdivision j) of a 
person who was a member of the part- 
nership from the business for the taxa- 
tion year of the person in which the 
fiscal period ends or with which the 
fiscal period coincides; 
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(k) “total income of a partnership’”’ for a 

fiscal period means the amount, if any, 

by which 
(i) the aggregate of all amounts each 
of which is an amount in respect of 
the partnership that is included by 
virtue of subdivision } as the income 
of a person who was a member of the 
partnership for the taxation year of 
the person in which the fiscal period 
ends or with which the fiscal period 
coincides 


exceeds 


(1) the aggregate of all amounts each 
of which is an amount in respect of 
the partnership that is included by 
virtue of subdivision j as the loss of a 
person who was a member of the 
partnership for the taxation year of 
the person in which the fiscal period 
ends or with which the fiscal period 
coincides; 
(l) ‘total loss of a partnership” for a 
fiscal period means the amount, if any, 
by which the amount determined in 
subparagraph (kXii) exceeds the amount 
determined in subparagraph (kX); 
(m) ‘“‘associated group” in a taxation 
year means a group of corporations 
each member of which 


(i) is associated at any time in the 
year with every other member of the 
group, and 


(ii) is either a Canadian-controlled 
private corporation or a corporation 
that was, at any time after August 
15, 1983 and before the end of the 
year, a Canadian-controlled private 
corporation. 


(6.1) For the purposes of subparagraphs 
(6(bXiii) and (iv), where, at any time in a 
taxation year, a particular corporation has 
received a taxable dividend from or paid a 
taxable dividend to another corporation as 
part of a transaction or event or a series of 
transactions or events that resulted in a 
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transfer of property in respect of which 

subsection (8.4) applies, the following rules 

apply: 
(a) the particular corporation shall be 
deemed not to have received or paid, as 
the case may be, the taxable dividend; 
and 
(b) the amount of tax under Part IV 
payable by the particular corporation 
for the year and the amount of its 
dividend refund for the year in respect 
of the taxable dividend received or paid, 
as the case may be, shall be deemed to 
be nil. 


(6.2) In computing the cumulative 
deduction account of a corporation for a 
taxation year ending after 1982, the fol- 
lowing rules apply: 

(a) the reference in clause (6XbX111XA) to 
“4/3” shall be read as a reference to 
“3/2” with respect to any dividend 
described in subclause (6Xb\XiXAXI) 
that was paid to the corporation by 
another corporation where that other 
corporation was associated with the cor- 
poration at the time that it paid the 
dividend and where it carried on a non- 
qualifying business in Canada during 
its taxation year that included that 
time; and 

(b) the reference in clause (6XbXivXA) to 

“4/3” shall be read as a reference to 

“3/2” with respect to any dividend 

described in that clause that was paid 

by the corporation to another corpora- 
tion, if that other corporation carried on 

a non-qualifying business in Canada 

during its taxation year in which it 

received the dividend. 

(6.3) Where a corporation (in this sub- 
section referred to as the “‘payer corpora- 
tion’) has, at any time after November 
12, 1981 and in its taxation year that 
ends in a particular calendar year, paid a 
dividend that is received by an associated 
corporation (in this subsection referred to 
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as the “recipient corporation’’) in its taxa- 
tion year that ends in another calendar 
year, for the purpose of determining the 
qualifying taxable dividends paid by the 
payer corporation and the cumulative 
deduction accounts of the payer corpora- 
tion and the recipient corporation after 
that time, 


(a) the dividend shall be deemed to 
have been paid by the payer corpora- 
tion and received by the recipient corpo- 
ration on the first day of the calendar 
year following the calendar year in 
which the dividend was paid or, where 
the recipient corporation ceased to exist 
after March 1983 and before that day, 
on the day before the recipient corpora- 
tion ceased to exist, and the dividend 
shall be deemed not to have been paid 
or received on any other day; and 


(b) where tax under Part IV would (if it 
is assumed that no amount was claimed 
by the recipient corporation under para- 
graph 186(1Xc) or (d) for any year com- 
mencing after March 1983) be payable 
by the recipient corporation in respect 
of the dividend, that tax shall be 
deemed to be payable on the dividend 
in respect of the taxation year of the 
recipient corporation that includes the 
day referred to in paragraph (a) and not 
to be payable on a dividend in respect 
of any other year. 

(7) For the purposes of subparagraph 

(6XcXii), assumptions shall be made, 


(a) in respect of any particular taxable 
dividend paid in a taxation year by a 
corporation to another corporation con- 
nected with it (within the meaning of 
subsection 186(4)), that an amount 
equal to the proportion thereof referred 
to in paragraph 186(1Xb) is a portion of 
the dividend on which tax 1s payable by 
the other corporation under Part IV; 
and 


(b) that no tax is payable under Part 
IV in respect of any portion not referred 


Assumptions to 
be made 


39 


40 


Proposed 


Existing 


to in paragraph (a) of a taxable divi- 
dend that is paid by a corporation to 
another corporation with which the 
corporation 


(i) is not associated in the taxation 
year in which the dividend is paid, 
and 


(11) is connected within the meaning 

of subsection 186(4) at the time the 

dividend is paid 
unless a certified copy of the directors’ 
resolution referred to in paragraph 
186(1Xb.1) electing to pay tax on that 
portion has been filed with the return of 
income of the payer corporation for the 
year in which the dividend was paid. 


(8) Where any particular amount paid 
or payable to a corporation (in this subsec- 
tion referred to as the “recipient corpora- 
tion’’) by another corporation (in this sub- 
section referred to as the ‘‘associated 
corporation’’) with which the recipient cor- 
poration was associated in any particular 
taxation year would otherwise be included 
in computing the income of the recipient 
corporation for the particular year from a 
non-qualifying business, the following 
rules apply: 

(a) in computing the recipient corpora- 

tion’s income for the year from a non- 

qualifying business 

(i) there shall not be included any 
portion (in this subsection referred to 
as the “‘specified portion’’) of the par- 
ticular amount that was or may be 
deductible in computing the income 
of the associated corporation for any 
taxation year from an active business 
carried on by it in Canada, and 


(11) no deduction shall be made in 
respect of any outlay or expense, to 
the extent that that outlay or 
expense may reasonably be regarded 
as having been made or incurred by 
the recipient corporation for the pur- 
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pose of gaining or producing the 

specified portion; 
(b) the specified portion shall be 
deemed to be income of the recipient 
corporation for the particular year from 
carrying on an active business in 
Canada and the recipient corporation 
shall be deemed not to have carried on 
a non-qualifying business with respect 
to such income; and 


(c) any outlay or expense, to the extent 
described in subparagraph (aXi1), shall 
be deemed to have been made or 
incurred by the recipient corporation for 
the purpose of gaining or producing 
that income. 

(8.1) Notwithstanding any other provi- 
sion of this Act, where, as a result of a 
transaction or event or a series of transac- 
tions or events, 


(a) a corporation ceases to be associated 
with another corporation, or 


(b) a business of a corporation is trans- 
ferred either directly or indirectly to 
another corporation, 


and it may reasonably be considered that 
one of the main reasons therefor is to 
effect an increase in the amount that, but 
for the transaction or event or series of 
transactions or events, would otherwise be 
deductible under subsection (1) or (1.1), 
the cumulative deduction account of any 
corporation for its taxation year immedi- 
ately preceding any taxation year in 
which all or a portion of the increase 
would otherwise be deductible by it (and 
for the purposes of this section, the corpo- 
ration shall, where it had no such immedi- 
ately preceding taxation year, be deemed 
to have had such a year) shall be deemed 
to be the aggregate of its cumulative 
deduction account at the end of that 
preceding year, computed without refer- 
ence to this subsection, and an amount 
equal to the amount required to eliminate 


Adjustments to 
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the increase in respect of the corporation 
for the year. 

(8.2) Where an adjustment to the 
cumulative deduction account of a corpo- 
ration is required pursuant to subsection 
(8.1) in order to eliminate an increase 
referred to in that subsection for a taxa- 
tion year and all or a portion of the 
increase could be eliminated for the year 
by adjustments in respect of one or more 
other corporations, the increase may be 
eliminated in such manner as the corpora- 
tions agree, and where they fail to notify 
the Minister of their agreement on the 
request of the Minister and within a 
reasonable time thereof, the increase shall 
be eliminated in such manner as may be 
determined by the Minister in order to 
give effect to that subsection. 


(8.3) Where a corporation (in this sub- 
section referred to as the “‘transferor’’) has 
ceased to carry on a business and another 
corporation (in this subsection referred to 
as the ‘“‘transferee’’) has commenced to 
carry on that business, for the purposes of 
subsection (8.1) the transferor shall be 
deemed to have transferred the business to 
the transferee at the time that the trans- 
feree commenced to carry on_ that 
business. 

(8.4) Where, at any time in a taxation 
year of a corporation (in this subsection 
referred to as the ‘“‘transferee’’), property 
of another corporation (in this subsection 
referred to as the “‘transferor’’) has been 
transferred to the transferee in the course 
of a series of transactions or events 
described in paragraph 55(3Xb) (in this 
subsection referred to as the ‘transfer 
transactions”) that commenced after 
November 12, 1981, there shall be added 
to the amount of the cumulative deduction 
account of the transferee at the end of its 
taxation year immediately preceding its 
taxation year that included the time of 
the transfer (and for the purposes of this 
section, the transferee shall, where it had 
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no such immediately preceding taxation 
year, be deemed to have had such a year) 
the amount, if any, by which 


(a) that proportion of the amount of the 
cumulative deduction account of the 
transferor that 


(i) the fair market value of the prop- 

erty immediately before the com- 

mencement of the transfer transac- 

tions 

is of 

(ii) the fair market value of all the 

property of the transferor immediate- 

ly before such commencement 
exceeds 


(b) 4 times the amount of the tax, if 
any, payable for the year under para- 
graph 186(1Xa) by the transferee or the 
shareholder of the transferee, as the 
case may be, that may reasonably be 
attributed to a dividend received in the 
year in the course of the transfer 
transactions, 


and, for the purposes of this subsection, 
the amount of the cumulative deduction 
account of the transferor shall be deemed 
to be an amount equal to the aggregate of 


(c) the amount of the cumulative deduc- 
tion account of the transferor at the end 
of its taxation year immediately preced- 
ing its taxation year in which the trans- 
fer transactions commenced; and 


(d) the aggregate of all amounts each of 
which is the amount of the transferor’s 
taxable income derived from carrying 
on an active business or non-qualifying 
business for each taxation year ending 
in the period starting at the beginning 
of its taxation year that includes the 
time of commencement of the transfer 
transactions and ending at the end of 
its taxation year that includes the time 
of completion of the transfer transac- 
tions. 


(8.5) Where a corporation (in this sub- 
section referred to as the “‘payer’”) that is 


Idem 
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a member of an associated group in a 
particular taxation year pays a dividend 
in the particular taxation year to another 
member of the group (in this subsection 
referred to as the “recipient’’), there shall 
be deducted from the cumulative deduc- 
tion account of the recipient at the end of 
its taxation year in which the dividend 
was paid an amount equal to the lesser of 


(a) the amount included for the taxa- 
tion year by the recipient in respect of 
the dividend in determining the amount 
described in subparagraph (6XbXi) in 
respect of that taxation year; and 

(b) the amount that is equal to that 
proportion of the amount, if any, by 
which 


(i) the aggregate of all amounts 

determined under subparagraphs 

(6XbXiv) to (av.2) in respect of the 

payer for the particular taxation year 
exceeds 


(1) the aggregate of all amounts 
determined under subparagraphs 
(6XbXi) to (1.2) in respect of the 
payer for the particular taxation 
year, 

that 


(1) the amount determined under 
paragraph (a) in respect of the 
dividend 
is of 

(iv) the aggregate of all amounts 
each of which is an amount deter- 
mined under paragraph (a) in respect 
of each dividend paid in the particu- 
lar taxation year by the payer to any 
member of the group in the particu- 
lar taxation year. 


(9) For the purposes of this section, 


(a) ‘‘business connected” at any time in 
a taxation year with a corporation 
means any business carried on by an 
individual, a partnership or another cor- 
poration if at that time more than 20% 


Definitions 


“Business 
connected” 


Proposed 


Existing 


of the shares of any class of the capital 
stock of the corporation are owned, 
directly or indirectly, by 


Gi) the individual, 


(ii) one or more members of the 
partnership, 


(iii) one or more specified sharehold- 
ers of the other corporation, or 


(iv) the other corporation 


as the case may be, and for the pur- 
poses of this definition, 


(v) shares of the corporation owned 
by a person related to the individual 
referred to in subparagraph (i), a 
member of a partnership referred to 
in subparagraph (ii) or a shareholder 
referred to in subparagraph (111) shall 
be deemed to be owned by that 
individual, member or shareholder, as 
the case may be, and not by the 
person who actually owned the 
shares, 


(vi) a trust of which any individual, 
member or shareholder referred to in 
any of subparagraphs (1) to (111) or any 
person related thereto is a beneficiary 
shall be deemed to be related to an 
individual referred to in  subpara- 
graph (i), a member of a partnership 
referred to in subparagraph (11) or a 
shareholder referred to in subpara- 
graph (iii), as the case may be; and 


(vii) each member of a partnership 
shall be deemed to own that propor- 
tion of all the shares of any class of 
the capital stock of a corporation that 
are property of the partnership at 
that time that the fair market value 
at that time of his interest in the 
partnership is of the fair market 
value at that time of the interests of 
all members in the partnership; 


(b) “entity” includes a partnership, a 
person other than a member of a relat- 
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ed group and one or more persons who 
are members of a related group; and, 

(c) “specified shareholder” of a corpora- 
tion in a taxation year means a taxpay- 
er who owns, directly or indirectly, at 
any time in the year, not less than 10% 
of the issued shares of any class of the 
capital stock of the corporation or of 
any other corporation that is related to 
the corporation and for the purpose of 
this definition 


(i) a taxpayer shall be deemed to 
own each share of the capital stock of 
a corporation owned at that time by 
a person with whom he does not deal 
at arm’s length, 


(11) each beneficiary of a trust shall 
be deemed to own that proportion of 
all of such shares owned by the trust 
at that time that the fair market 
value at that time of his beneficial 
interest in the trust is of the fair 
market value at that time of all 
beneficial interests in the trust, 


(11) each member of a partnership 
shall be deemed to own that propor- 
tion of all the shares of any class of 
the capital stock of a corporation that 
are property of the partnership at 
that time that the fair market value 
at that time of his interest in the 
partnership is of the fair market 
value at that time of the interests of 
all members in the partnership, and 


(iv) an individual who performs ser- 
vices on behalf of a corporation that 
would be carrying on a personal ser- 
vices business if the individual or any 
person related to the individual were 
at that time a specified shareholder 
of the corporation shall be deemed to 
be a specified shareholder of the cor- 
poration at that time if he, or any 
person or partnership with whom he 
does not deal at arm’s length, is, or 
by virtue of any arrangement, may 
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become, entitled, directly or indirect- 
ly, to not less than 10% of the assets 
or the shares of any class of the 
capital stock of the corporation or 
any corporation related thereto. 

(9.1) For the purposes of this section, 
where a business is at any time a business 
connected with one or more corporations, 
that business shall be deemed to be a 
business connected with any other corpo- 
ration that is controlled at that time by 
the one or more corporations. 


(10) For the purposes of subparagraph 
(6XfXii), where a corporation was a 
member of a partnership at any time in a 
taxation year, 


(a) there shall be included in the gross 
revenue for the year of a particular 
business carried on by the corporation 
in Canada, that proportion of the gross 
revenue of that business carried on in 
Canada by the partnership, for the 
fiscal period of the partnership coincid- 
ing with or ending in that year, that 
the corporation’s share of the income of 
the partnership from that business for 
the fiscal period is of the income of the 
partnership from that business for that 
fiscal period; and 
(b) clause (A) thereof shall be read as if 
the reference to “one entity’? were a 
reference to ‘‘a number of entities that 
is not more than the number of mem- 
bers of the partnership at the end of the 
fiscal period of the partnership coincid- 
ing with or ending in that year”. 

(11) For the purposes of paragraph 
(6Xh), a particular corporation shall be 
deemed to employ in its business more 
than five full-time employees throughout a 
taxation year if 


(a) in the course of carrying on an 
active business, any other corporation 
associated with it, or a corporation that 
carried on a business connected (within 
the meaning assigned by paragraph 
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(9Xa)) with it, provides managerial, 
administrative, financial, maintenance 
or other similar services to the particu- 
lar corporation in the year; and 


(b) the particular corporation could rea- 
sonably be expected to require more 
than the equivalent of five full-time 
employees if those services had not been 
provided. 


(12) (Repealed by 1980-81-82-83, c. 140, 


S. 86(16).) 


(13) For the purposes of this section, 


(a) a partnership of which a corporation 
was a member in a taxation year (here- 
inafter referred to as the “first partner- 
ship”) is connected with another part- 
nership (hereinafter referred to as the 
“second partnership’’) if 


(i) more than 50% of the total 
income or loss, as the case may be, of 
the first partnership for its fiscal peri- 
ods ending in or coinciding with the 
taxation year is included in the deter- 
mination of the income of a particu- 
lar person or a particular group of 
persons, and 


(i) more than 50% of the total 
income or loss, as the case may be, of 
the second partnership for its fiscal 
periods ending in or coinciding with 
the taxation year is included in the 
determination of the income of 
(A) the particular person, 
(B) the particular group of persons, 
(C) any corporation associated 
with the particular person or with 
any member of the particular 
group of persons, 
(D) any group of corporations each 
member of which is associated with 
the particular person or with any 
member of the particular group of 
persons, or 
(EK) any group of persons each 
member of which is a person or a 
member of a group of persons 
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described in any of clauses (A) to 
(D), 
(b) “group of connected partnerships”’ 
means a group consisting of a partner- 
ship and all other partnerships with 
which the partnership is connected, 


(c) a corporation is joined in a taxation 
year to a partnership if the partnership 
is connected in the year with another 
partnership and, with respect to both 
such partnerships, the corporation was 
a person or a member of a group of 
persons referred to in paragraph (a), 
and 

(d) a corporation is joined in a taxation 
year to a group of connected partner- 
ships if it 1s jomned in the year to any 
partnership in that group. 

(14) Where the members of a particular 


partnership carry on a business and the 
Minister is satisfied that 


(a) the existence of the particular part- 
nership in a taxation year is not solely 
for the purpose of carrying on the busi- 
ness in the most effective manner, and 


(b) one of the main reasons for such 
existence in the year is to increase the 
amount of a deduction under subsection 
(tor Clet), 


if the Minister so directs, 


(c) any other partnership shall be 
deemed to be connected in the year 
with the particular partnership and any 
corporation that is a member of that 
other partnership shall be deemed to be 
joined in the year to the particular 
partnership, or 

(d) the specified limit of any corpora- 
tion for the year in respect of the par- 
ticular partnership shall be reduced to 
an amount that is reasonable in the 
circumstances. 


(15) On an appeal from an assessment 


made pursuant to a direction under sub- 
section (14), the Tax Court of Canada or 
the Federal Court may 
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(a) confirm the direction; 

(b) vacate the direction if 1t determines 
that none of the main reasons for the 
existence of the particular partnership 
is to increase the amount of a deduction 
under subsection (1) or (1.1); or 

(c) vary the direction and refer the 
matter back to the Minister for 
reassessment. 


Appendix II 


The Revised Corporate Tax Form Resulting from the Proposals 


The changes proposed to the small business tax system will simplify corporate income 
tax forms significantly. The pages of the T2 return containing the small business 
deduction and the calculation of the cumulative deduction account, and the form for 
income analysis (form T2S7) are of particular significance for small businesses. These 
pages for the 1983 taxation year are shown below. The lines and calculations which 
would be eliminated by the adoption of the proposals are shaded to show the extent 
of the simplification. 


It should be noted that the actual forms in future years will need to be modified or 
reorganized as a result of the proposed changes. The forms presented below as an 
illustration are, therefore, not intended to be interpreted as suitable for use in future 
years. 


Certain other forms such as those used when a corporation has carried on a business 
in one or more partnerships (form T2S74A) or is part of an associated group (form 
T2013) can also be simplified as a result of the proposals. 


T2-FTC Schedule 1 (rev. 83) ORIGINAL - ATTACH TO T2 CORPORATION INCOME TAX RETURN 


NAME OF CORPORATION ACCOUNT NUMBER FISCAL YEAR END 


We 
Day Month 


Part | Tax on Taxable Income - All corporations 
e Corporations with special rates of tax should attach a calculation of Part | Tax Payable 


Taxable Income from the front of the T2 return - ~ ~ - - - - 
Tax at 46% of Amount (A) - - - - - - - - - 
Deduct: Small Business Deduction (see below) - - - - - 
Investment Corporation Deduction (section 130)  - - - 
(Taxed Capital Gains 205] ) 


Additional Deduction - Credit Unions (section 137) - 
Federal Tax Abatement (section 124) - - - - 
Manufacturing and Processing Profits Deduction (see below) 


Net Aste 


Add: Corporate Surtax per form 72215 - = 
Sub- ee ae 


ee 
ae 


Deduct: Non-Business Foreign Tax Credit per T2S-TC Part Il 
Business Foreign Tax Credit per T2S-TC Part Il - 
Logging Tax Credit per T2S-TC Part Ill - - - 
Federal Political Contribution Tax Credit - - 
(Federal Political Contributions (per receipts attached) Ce 
Share-Purchase Tax Credit (attach slips) 
Scientific Research Tax Credit — - - - 
Investment Tax Credit per form T2038 (CORP.) 
Employment Tax Credit per form T2208 - 

Part | Tax Payable - (enter on front of T2 return) - 


nN 
~ 


| 


t 


ol 


Small Business Deduction - Canadian-controlled private corporations throughout the taxation year 


Income from active business and non-qualifying business carried on in Canada per T2S(7) - ~ (A) 
Taxable Income* - - - - - - = = = - _ ~ = ~ - (B) 


Annual Business Limit** ~ - - = = = = = = ss Ss = iS - l (C) 


Total Business Limit** Re ens ee ee ee 
Deduct: Cumulative Deduction Account at end of preceding taxation year*** | (D) 
Small Business Deduction — Rate **** of the least of Amounts (A), (B), (C) and (DB) - - & 


“To be reduced by amounts in respect of foreign tax credit. 
**In the case of a corporation which is a member of an associated group, that portion of the annual and total business limits allocated 
to this corporation (per form T2013) 
***Include amounts required to be added pursuant to subsections 125(8.1) and (8.4). 
****lf the corporation was engaged in a non- -qualifying business at any time during the year enter 123%. otherwise enter 21%. See Guide for more 
details. < : 


Manufacturing and Processing Profits Deduction - all corporations that have such profits 
Canadian manufacturing and processing profits per T2S(27) ~ ~ - (A) 


Deduct: Least of Amounts (A)*, (B), (C) and (DB) per calculation 
of Small Business Deduction - - _ - - - - - (B) (C) 
Taxable Income - - - - - - - - - - ~ - ~ - - - ——_- 
Deduct: (i) Least of Amounts (A)*, (B), (C) and {D) per calculation of Small Business Deduction ve 
(ii) Canadian Investment Income - - - 
Foreign Investment Income - — - 


Less: Net capital losses from front of T2 return 


(iii) Amount deducted under subsection 126(2) x 2 = - ~ . 
235) ie 


5% of the lesser of Amounts (A) and (B)  - - - - - - - - ~ 
Add: 6% of the lesser of Amounts (C) and(D) - - ~ - - - - - - - 
Manufacturing and Processing Profits Deduction - = 7 - - - - - - 
“Include only income from an active business carried on in Canada 
Refundable Portion of Part | Tax — Canadian-controlled private corporations throughout the taxation year 
(1) Net Canadian Investment Income or Loss per T2S(7) - - - - - 

Add: Net Foreign Investment Income or Loss per T2S(7) ~ - - - w 


Deduct: Net capital losses claimed on front of T2 return - - ~ - - - - - 


Canadian Investment Income per T2S(7)** - - - - - - -~ ~ - - - 


Add: Foreign Investment Income per T2S(7)** | x 40% 
Deduct: Non-Business Foreign Tax Credit - - - 


Sub-total 


Deduct: Net capital losses claimed on front of T2 return 


| 
| 
i] 
! 
| 
| 


Taxable‘income, “=~ = = ee ES ee = | 
Deduct: Small Business Deduction x “ if 
Non-Business igi 


Tax Credit = - x at 
Business Foreign Tax Credit ; (C) 


25% of least of Amounts (A), (B) and (C)  - = - - - - - - (D) 


of ne LEE sla aaa eee el sete 


Refundable Portion of Part | Tax - 2/3 of the lesser of Amounts (D) and (E) = - - = - 
*H a corporation was engaged in a non-qualifying business at any time during the year, enter “8, otherwise enter "4". **If negative, enter nil. 


Part IV Tax on Taxable Dividends Received - Private corporations and subject corporations at any time 
in the taxation year 


Taxable Dividends subject to Part IV Tax per T2S(3)  - - - - 
Deduct: Non-Capital Loss claimed for purposes of Part IV Tax per T2S(4)* - - & 
Taxable Amount ~ - - - = - - = = = = 

Part IV Tax Payable - 1/4 of Taxable Amount (enter on front of T2 return) 
“Includes farm loss 


| 

| 
o 
wn 


| 


Refundable Dividend Tax on Hand - Private corporations and subject corporations at the end 
of the taxation year 


Refundable Dividend Tax on Hand at the end of the preceding taxation year - @ 
Deduct: Dividend refund for the preceding taxation year -—- - - = - | 
Add: Refundable Portion of Part | Tax - - - = - = = = 
Part IV Tax Payable - - - ~ - - - = - _ 
Refundable Dividend Tax on Hand at the End of the Taxation Year 


Dividend Refund - Private corporations and subject corporations at the end of the taxation year 


Taxable Dividends Paid in the taxation year” per T2S(3) — - = = - | x1/4 an Sy een) AF) 
Refundable Dividend Tax on Hand at the end of the taxation year - <= — = = = es ee 


Dividend refund - Lesser of Amounts (F) and (G) - (enter on front of T2 return) - - - = 
*Do not include capital gains dividends paid or dividends paid in respect of a Small Business Developrnent Bond 


Cumulative Deduction Account (see Guide item 42) 


Balance at the end of the preceding taxation year (if negative, enter nil) - — - 2 = =| 


Add: (i) The amount pursuant to subsection 125(8.1) required to be added to the above balance - @B 
(ii) The amount pursuant to subsection 125(8.4) required to be added to the above balance - 
(iii) Forthe first taxation year of a new corporation formed asa consequence of an amalgamation, the 
amount pursuant to paragraph 87(2)(y) deemed to be the balance at the end ofthe preceding year gy 3 
Revised balance at the end of the preceding taxation year -— ee LU 
Add; (i) Taxable Income (cannot be a negative amount) - ~- -~ -— = | ) Dy 
Less: Lesser of Amounts (D) and (E) in “Refundable a 


Portion of Part! Tax’ area - =- = = | x4 


Excess 


(ii) Taxable dividends received in the year and on which 
tax under Part {| cannot reasonably be considered 


payable in respect thereof by the payer | 


Less: Part IV tax that would be payable in respect 
thereof if no deduction was made under paragraph 


186(1)(c) or 186(1)(d) | 44 
Excess x *% ee : 


J (iii) Taxable dividends received in the year and on which tax under Part Il can 

Ly ‘reasonably be considered payable in respect thereof by the payer’** ja7a) | 
_ Less: Part IV tax that would be payable in respect thereof ] 
7, if no deduction was made under paragraph 7 

- 186(1)(c) or 186(1)(d) 1576} yy 


(iv) For the first taxation year after 1982, the prescribed addition - 


y (v) Where the corporation wound up a subsidiary during the year, the amount pursuant to 
paragraph 88(1)(e.3) required to be added to the cumulative deduction account at 


the end of the year - - - - - - - - - - - - - - 
Sub-total 


Deduct the aggregate of: 
(i) The lesser of: 
Qualifying taxable dividends paid Gi] | 
and 
Taxable dividends paid to another ease 
corporation in the associated | x = oo. OU 
group on which Part Il tax Z y Lo 
was not paid 686) | 
(ii) Qualifying taxable dividends paid - a - 
Less: 3/4 of Amount (H) = - - ~ - 


Excess eee x3/2 
___ (ili) For the first taxation year after 1982, the prescribed reduction — - 
| _{iv) Amount determined pursuant to subsection 125(8.5) - = == = — = 1282] 


_(v) The amount added to the “balance’’ above pursuant to subsection 125(8.1) 


alance at the end of the taxation year (if negative, enter nil) - | i. - - os = 2 fa") : 


idends deductible under section 112 or subsection 113(1). ***Dividends deductible under section 112. 


*\f the corporation was engaged in a non-qualifying business at any time during the year, or the corporation which paid the dividend was 
associated at the time of payment and was engaged in a non-qualifying business, enter 3/2, otherwise enter 4/3. 


ae if the corporation was engaged in a non-qualifying business at any time during the year or the corporation receiving the dividend carriedona 
 non-qualifying business when it received the dividend, enter 3/2, otherwise enter 4/3. 


° T2S(7) 
Income Analysis Rev. 83 


e To be completed by a corporation that was a Canadian-controlled private corporation throughout the year to compute investment 
income and income from an active business. 


e For further details on the completion of this form and definition of terms, refer to Guide item 14. 


NAME OF CORPORATION ACCOUNT NUMBER FISCAL YEAR END 


Day Month 


Investment Income 


Canadian Foreign 


Taxable Capital Gains less Allowable Capital Losses per T2S(6) 

(for Dispositions of other than ‘‘designated property’ include only that 
portion of gains or losses that accrued while the corporation was a 
Canadian-controlled private corporation) 

Income from property (see be/ow) 


Sub-total 


Less: Losses for the year from a property 


Investment Income (if negative enter in brackets) 


tEnter on line 247 on the reverse of FTC Schedule 1. 
ttEnter on line 249 on the reverse of FTC Schedule 1. 


Income from property* (including income from a specified investment business carried on in Canada) 


Deduct: Exempt Income* 
Taxable Dividends deductible per T2S(3)* 
Income from property by virtue of paragraph 108(5)(a)* 


Income from property** 


“After deducting all applicable outlays and expenses. 
**4 separate calculation will be required to determine foreign and Canadian amounts. 


Active Business Income 
Net income per financial statements or T2S(1), as applicable 

Deduct: Taxable Dividends deductible per T2S(3) net of related expenses” 
Total Investment Income* 

Income from a personal services business* 

Foreign business Income* 


If net amount is negative, add instead of deduct 


Income from non-qualifying and active businesses carried on in Canada 
(enter on line 223 on front of FTC Schedule 1) 
Deduct: Income from a non-qualifying business: 
(i) Income from a professional practice 
per subparagraph 125(6)(f)(i)* _ 
(ii) Income from a business of providing services _  . 
per subparagraph 125(6)(f)(ii)* oo 
(ili) Income of a management service business | : 
per subparagraph 125(6)(f){iii)* 


If net amount is ne 
Income from an active business carried on in Canada 
“lf a loss, enter amount in brackets. 


ive, add instead of deduct : 


Additional Information 
Did the corporation employ throughout the year more than five full-time employees who were not specified shareholders 


or persons related thereto? No [] Yes [] 
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Appendix III 


Other Amendments Arising Out of the Simplification 
of the Low Small Business Tax Rate 


A number of amendments to other parts of the Income Tax Act are needed as a 
consequence of the major changes in the structure of the low small business tax rate. 


The change with the most significant impact on other provisions is the elimination of 
the cumulative deduction account. Previously, this concept had been used in other 
measures targeted to small businesses. The elimination of the cumulative deduction 
account will require changes in four other tax provisions which use the concept in 
determining eligibility. The four provisions are the Special Recovery Refundable 
Investment Tax Credit, the date for final payment of tax, the tax credit for research 
and development, and the farmers and small business bond. 


The Special Recovery Refundable Investment Tax Credit is available at a refund 
rate of 40 per cent for small business corporations and for farmers and other unincor- 
porated businesses. The refund rate is 20 per cent in other cases. It is proposed that 
the higher refund rate will be available to Canadian-controlled private corporations 
that report less than $200,000 of taxable income in the year. 


Under the existing rules for instalment payments, firms that have been able to claim 
the small business deduction in the previous year have until three months after the 
end of the tax year to make a final payment based on estimated tax for the year. 
Other corporations must make this final payment two months after the end of the tax 
year. It is proposed that Canadian-controlled private corporations with taxable 
income of less than $200,000 in the year be eligible to make the final tax payment 
three months after the end of the tax year. 


The farmers and small business bond program already contains an effective limit on 
the size of company likely to receive a loan under the program in that it provides refi- 
nancing with a maximum amount of $500,000. With the elimination of the cumula- 
tive deduction account, any Canadian-controlled private corporation which meets the 
other requirements of eligibility will be able to take advantage of this provision. 


The current provisions for the research and development tax credit allow an addi- 
tional 15 percentage points of investment tax credit for R&D carried out by firms eli- 
gible for the small business deduction. It is proposed that the higher rate of invest- 
ment tax credit will be available to Canadian-controlled private corporations whose 
taxable income is less than $200,000 in the year. The higher credit will also apply 
only to the first $2 million of R&D carried on within a corporate group. 
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In cases where the corporation is a member of an associated group of companies, the 
limitation of $200,000 on taxable income will be based on the taxable income of the 


group. 


A number of other changes are consequential to the measures announced as part of 
the simplification initiative. 


In order to ensure that a corporation with a short taxation year does not, as a result, 
have more than $200,000 of taxable income eligible for the low small business tax 
rate in a full year, the $200,000 limit will be reduced in relation to the number of 
days in the corporation’s taxation year. 


Consequential amendments will be developed to allow credit unions and co-opera- 
tives to qualify for the Special Recovery Refundable Investment Tax Credit and the 
higher rate of investment tax credit for research and development on the same foot- 
ing as Canadian-controlled private corporations. 


The above provisions, like the major initiatives described in the paper, will be effec- 
tive for the first taxation year of a corporation ending in the calendar year after the 
calendar year in which the changes receive Royal Assent. This will ensure that all 

members of a corporate group will enter the new system in the same taxation year. 
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